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GLOBAL OPPORTUNITY KNOCKS:
THE EVOLUTION OF DISTRESSED INVESTING

Oaktree has always believed in speaking plainly. That’s why
we describe our approach to distressed investing in simple
terms: we look for “good companies with bad balance
sheets.” This description made sense in 1985 when our
co-founder Bruce Karsh became a pioneer in this investment
style, in 1988 when the fund that laid the foundation for
our Distressed Debt platform was created, and in 1995 when
Oaktree officially opened its doors. And distressed investing
has remained a pillar of our business for 25+ years, yet as the
definition of corporate distress has evolved, so too has our
investing approach.

Key factors affecting the credit cycle have changed since our
founding. For one, debt has become much less expensive,
as interest rates have trended downward for four decades.
The yield on the 10-year Treasury note topped 15.0% in the
early 1980s, fell to 7.88% by the beginning of 1995, and is
1.58% today.!

Additionally, the default environment has become more
benign. Default rates for high yield bonds and leveraged loans
fell rapidly after spiking during the Global Financial Crisis of
2008-09 and have spent the majority of the last decade well
below their long-term historical averages (see Figure 1).2

Figure 1: The Rise and Fall of U.S. Default Rates
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This decline was largely due to macroeconomic trends. The
economic expansion that followed the GFC lasted for 128
months — the longest in U.S. history. During this prolonged
recovery, companies fundamentals improved, credit risk
declined, and yield spreads narrowed.

Ultra-accommodative monetary policy played a major role
in limiting default activity. After the collapse of Lehman
Brothers in 2008, the U.S. Federal Reserve sought to restore
market stability and support the economy by slashing short-
term interest rates to zero and flooding the financial system
with liquidity. The Fed’s balance sheet, which held around
$900 billion in assets at the beginning of 2008, swelled to
approximately $4.5 trillion by the end of 2014 (see Figure
2). These actions reduced investors' interest in high grade
debt, boosted appetites for low-rated debt, and made it easier
for companies to secure financing — including firms with
high debt-to-earnings ratios.

The Fed acted even more aggressively in 2020 when the
Covid-19 crisis was roiling markets and shuttering much
of the global economy. The central bank’s balance sheet
increased by roughly $2 trillion in a matter of weeks. That
figure has since ballooned to more than $8.5 trillion — an
unprecedented expansion of liquidity. As a result, the
double-digit default rates that credit ratings agencies had
forecast in early 2020 never materialized.3
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Figure 2: The Federal Reserves Ballooning Balance Sheet
(8 in millions)
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Distressed investing has evolved and expanded during the
last four decades as market realities — and potential opportu-
nities — have changed. We believe the right move has been to
broaden one's mandate, eschewing boundaries — including
those around countries, investment areas, sectors and forms
of ownership. By doing so, an investor (1) is well positioned
to take advantage of dislocation wherever it occurs and
(2) has the flexibility to tackle non-distressed situations in
which a background in distressed credit can be a potential
advantage.

Categorization helps investors make sense of a complex
financial world, but the terms we use to describe our activities
need to be updated to keep pace with the times. That's why
Oaktree recently changed the name of its flagship Distressed
Opportunities strategy to Global Opportunities. We believe
this new name better reflects the evolution of our approach
as well as the market-wide changes that have reshaped the
business of buying assets for less than they’re worth.

“GOOD COMPANY, BAD BALANCE SHEET”

Distressed debt investors have traditionally bought the
liabilities of companies that are in bankruptcy or otherwise
appear unlikely to meet their financial obligations. The
preferred target is a business with too much debt but also a
strong underlying business, valuable assets, and/or the ability
to generate cash. Such companies may struggle to service
their debt during economic downturns. These overleveraged
companies often reduce their debt by going through a

restructuring either within or outside of bankruptcy court,
whereby most creditors agree to exchange old debt for new
securities worth less than 100 cents on the dollar.

Experienced investors can potentially add value by taking a
leadership role in this restructuring process. They can craft
solutions that leave the company with sufficient liquidity
and a sustainable balance sheet, and they can try to use their
influence to either recover the full value of their claim or gain
control of the company by having their debt converted into
equity with upside potential. As owners, these investors can
help the company complete a financial turnaround.

The size of the distressed opportunity set has historically been
correlated with the credit cycle. Companies are likely to
struggle to service or roll over their debt — and therefore see
their debt trade at distressed levels — when markets are falling,
the economy is slowing or contracting, and the majority of
investors are increasingly risk averse. However, this relation-
ship has become less pronounced in recent years as investors
in distressed opportunities have broadened their scope beyond
public debt and companies facing Chapter 11 bankruptcy.

During the Covid-19 crisis, default rates for high yield
bonds and leveraged loans rose above pre-pandemic levels,
but never approached the double-digits heights seen during
prior crises. Yet distressed investors with global networks
and access to large amounts of capital were still able to find
attractive opportunities — especially in sectors most exposed
to the pandemic, such as retail, travel & leisure, real estate
and energy. We believe the investors best positioned to
seize these opportunities were those who had spent decades
broadening their investment repertoire.

EXPANDING THE PLAYBOOK

Investors in distressed opportunities benefit by being able
to dispassionately analyze securities and companies; stom-
ach potential illiquidity; control their emotions; and add
value, including by leading restructurings, crafting creative
financing solutions, and engineering financial turnarounds.
Investors may have honed these tools in traditional distress
scenarios, but in recent years, some investors have used
this skillset to tackle situations in which companies aren’t
involved in a bankruptcy process or where solvency isn't the
primary concern.

The evolution of this investment style has been a gradual
process. In the late 1980s, investors like Oaktree’s principals,
who focused on distressed assets, were primarily targeting
U.S. high yield bonds. The opportunity set eventually

expanded to include bank debt, mortgages and opportunities



in growing non-U.S. markets. In the 1990s, distressed oppor-
tunities investors increasingly began exploring situations that
were complex but not classically distressed, especially those
in illiquid markets or niche industries in which companies’
access to capital was limited.

In the decade following the GFC of 2008-09, investors
began finding opportunities in an ever wider array of areas,
such as direct lending, portfolios of non-performing bank
loans, real-estate-related debt, specialty-finance platforms and
structured credit, among others. Experienced investors found
that private credit and other complex opportunities could —
like traditional distressed debt — provide the combination of
significant upside potential and strong downside protection.

Investors with a distressed debt heritage also discovered that
they potentially had a competitive edge in areas such as direct
lending or structured equity because they had decades of
experience structuring deals, unlike their competitors whose
backgrounds were in non-distressed leveraged finance.

Distressed credit has continued to play a significant role in
the strategies of many opportunistic investors and will likely
continue to do so moving forward, given that sector- and
company-specific dislocations occur even when markets are
strong and default rates are low overall. But locating these
opportunities, tackling them quickly, and avoiding the
value-reducing pitfalls common in today’s expensive bank-
ruptcy system is challenging and often requires extensive
experience, market relationships and a large capital base.

Figure 3: The Growth of Low-Rated Global Corporate Debr
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EXPANDING THE FOOTPRINT

Investors have also benefitted by broadening their geographic
scope. Distressed debt pioneers like Oaktree originally
focused mostly on opportunities in North America, where
a dependable rule of law protected creditor rights and one
could find a significant number of good companies with
bad balance sheets. The investment universe first widened
to include Western Europe, especially after the onset of the
eurozone crisis, and then expanded much further, as inter-
national debt markets grew and many countries' bankruptcy
laws were modernized. Firms increasingly began to explore
the widening opportunity set in Asia, particularly in China
and India.

Investors with large global teams can now target distressed
and non-distressed situations in many developed and
emerging markets, meaning such investors arent entirely
dependent on any one country’s credit cycle.

Global distressed opportunities may increase in the after-
math of the pandemic, as many companies will be navigating
an uncertain environment while carrying significant debt
loads. The amount of low-rated global debt outstanding
has skyrocketed in the last decade, more than tripling since
December 2009 to approximately $12.4 trillion today (see
Figure 3). The opportunity set in China may continue
to grow, as default rates in 2021 for Chinese high yield
bonds and the debts of the country’s real estate sector are
expected to top 13% and 20%, respectively, according to JP
Morgan.> Additionally, complex and idiosyncratic situations
not involving bankruptcies may arise that require creative,
well-structured financing solutions.
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SEIZING THE GLOBAL OPPORTUNITIES

Oaktree’s Opportunities group has always been guided by
the core tenets that the firm’s co-founders drafted in 1995,
including the primacy of risk control and the importance of
consistency. Our overarching strategy remains unchanged:
we provide bespoke financing solutions to companies with
limited access to capital, while striving to secure significant
downside protection.

But our Opportunistic Credit platform has evolved and
expanded over the last few decades, outgrowing its original
name. Our team now has 56 members, including dedicated
investment professionals, restructuring experts and traders,
spread over five offices and three continents. And our
mandate, which in 1988 was limited to North American
high yield bonds, now spans a wide array of geographies and
investment areas, including both public and private markets.

We've long prided ourselves on our ability to invest through-
out the market cycle, and we believe our strategy’s gradual
expansion and extensive resources have vastly increased the
number of avenues that we can use to continue doing so.
Much about the newly renamed Global Opportunities strat-
egy hasn’t changed. But we believe the name of our strategy
now covers as much territory as we do. ()
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ENDNOTES

1 The yield on the 10-year Treasury note is as of November 12, 2021.
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Fitch Ratings.
JP Morgan.

Total assets less eliminations from consolidation; Wednesday level.

Forecast as of October 14, 2021.

For each period, data is as of the last day of month. For 2021, the high yield bond figure is estimated from BofA All Maturity Global
High Yield Index; the leveraged loans figure is estimated from the Credit Suisse Global Leveraged Loan Index; the BBB-rated corporate
bond figure is estimated from BofA Global Corporate Index, BofA 0-1 year US Corporate Index, BofA 0-1 year Euro Broad Market In-
dex, BofA 0-1 year Emerging Markets Corporate Plus Index, and BofA 0-1 year China Broad Market Index. For 2002 and 2009, high
yield bond data came from the BofA Global High Yield Index because the BofA All Maturity Global High Yield Index was created in
2011. In 2002 and 2009, leveraged loan size was estimated using the Credit Suisse Leveraged Loan Index and the Western European
Leveraged Loan Index. In 2002 and 2009, the BBB-rated corporate bond figure was estimated using the Bloomberg Barclays Global
Aggregate Corporate Index — Baa. The middle market/direct loans figure used Refinitiv estimates for 2019 and Preqin private markets

estimates for 2002 and 2009.



NOTES AND DISCLAIMERS

This document and the information contained herein are for educational and informational purposes only and do not constitute, and should
not be construed as, an offer to sell, or a solicitation of an offer to buy, any securities or related financial instruments. Responses to any inquiry
that may involve the rendering of personalized investment advice or effecting or attempting to effect transactions in securities will not be
made absent compliance with applicable laws or regulations (including broker dealer, investment adviser or applicable agent or representative
registration requirements), or applicable exemptions or exclusions therefrom.

This document, including the information contained herein may not be copied, reproduced, republished, posted, transmitted, distribured,
disseminated or disclosed, in whole or in part, to any other person in any way without the prior written consent of Oaktree Capital Management,
L.P (together with its affiliates, “Oaktree”). By accepting this document, you agree that you will comply with these restrictions and acknowledge
that your compliance is a material inducement to Oaktree providing this document to you.

This document contains information and views as of the date indicated and such information and views are subject to change without notice.
Oaktree has no duty or obligation to update the information contained herein. Further, Oaktree makes no representation, and it should not
be assumed, that past investment performance is an indication of future results. Moreover, wherever there is the potential for profit there is also

the possibility of loss.

Certain information contained herein concerning economic trends and performance is based on or derived from information provided by
independent third-party sources. Oaktree believes that such information is accurate and that the sources from which it has been obtained are
reliable; however, it cannot guarantee the accuracy of such information and has not independently verified the accuracy or completeness of such
information or the assumptions on which such information is based. Moreover, independent third-party sources cited in these materials are not
making any representations or warranties regarding any information attributed to them and shall have no liability in connection with the use
of such information in these materials.
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